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Economic Matters Finance

Workplace Fraud Act of 2009

This Administration bill establishes, for the purpose of enfossgmnly, a presumption
that work performed by an individual paid by an employer createsmployer-employee
relationship, subject to specified exemptions. It prohibits corigirucompanies and
landscaping businesses from failing to properly classify an mhagivias an employee,
and establishes investigation procedures and penalties for noncompliance.

Fiscal Summary

State Effect: Special fund expenditures increase by $259,000 in FY 2010 by the
Department of Labor, Licensing, and Regulation (DLLR) for enforceneqienditures
are charged to the Workers’ Compensation fund. Special fund revenwsssatry the
same amount due to the Workers’ Compensation Commission’s (\Md€@ssment on
insurers in the State. State expenditures (all funds) increiasmatly due to a higher
assessment charged by WCC to all insurers, including the &tatay for the additional
enforcement costs. Out-year costs reflect annualization, orflaéind diminished need
for enforcement due to increased employer compliance. Potsigraficant general
fund revenue increase in FY 2011 due to employer compliance witmendax
withholding rules and from penalty provisions; these diminish overdimeeto increased
employer compliance. The extent of all revenue increases cannotaidyreitimated.

(in dollars) FY 2010 FY 2011 FY 2012 FY 2013 FY 2014
GF Revenue - - - - -
SF Revenue $259,000 $440,600 $362,100 $377,400 $39B,600
SF Expenditure $259,000 $440,600 $362,100 $377,400 $39B,600
GF/SF/FF Exp. - - - - -
Net Effect $0 $0 $0 $0 $0

Note:() = decrease; GF = general funds; FF = federal funds; SF = special funds; - = indeterminate effect



Unemployment Insurance Trust Fund Effect: Potential significant increase in
revenues for the Unemployment Insurance Trust Fund beginning in FY 2011.

Injured Workers’ Insurance Fund Effect: Potential significant increase in revenues
beginning in FY 2011. Increase in expenditures for the Injured Workexstdnce Fund
(IWIF) due to the rise in the WCC assessment on all insurers in the State.

Local Effect: Potential significant increase in local income tax revenuesninidl
increase in expenditures due to the increased WCC assessmdhtinsurars in the
State.

Small Business Effect: The Administration has determined that this bill has minimal or
no impact on small business (attached). The Department of liagistervices (DLS)
disagrees with this assessment as discussed below. (@bkedttassessment does not
reflect amendments to the bill.)

Analysis

Bill Summary: The bill applies to three areas of State government: ktbindustry,
workers’ compensation, and unemployment insurance. Although the dplires an
employer in the targeted industries to comply with applicab&smul all three areas, only
one set of penalties may be assessed against an employer wiesvamia of the bill’s
provisions.

An employer in an affected industry misclassifies an empgloywwhen an
employer-employee relationship exists, but the employer hadassified the individual
as an employee. An employer-employee relationship exisis aifected industry unless
an employer can demonstrate that a worker is an exempt perstafiresl by the bill, or
independent contractor, as defined in the statute and subject tginganggulations
issued by the Commissioner of Labor and Industry.

An employer in the two targeted industries must keep spdadersonnel records for at
least three years. At the time of hire, an employer mustige each exempt person or
independent contractor a written explanation of the implications of ohisher
classification.

The bill requires that units within DLLR and the Department of Btdged
Management; the Secretary of State; the Comptroller; theylda Insurance
Administration (MIA); and other State agencies share infoonatoncerning any
suspected failure to properly classify an individual as an employee.
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Penalties and Remedies for Misclassification within thgdtd Industries

The bill distinguishes between an employer whproperly misclassifies an employee and
an employer whdanowingly misclassifies an employee, and penalties are s®rere for
an employer who is guilty of knowingly misclassifying anmoyee.

An employer found to havienproperly misclassified an employee must, within 45 days,
pay restitution to any employee not properly clasdifand come into compliance with all
applicable labor laws. An employer is subject tavd penalty of up to $1,000 for each
employee not in compliance, but the Commissioneratifor and Industry cannot penalize
employers who conform to applicable labor laws withh days. Penalties extend to
successor corporations.

An employer is guilty ofknowingly misclassifying an employee if the employer
misclassifies the individual with actual knowledge lilmbrate ignorance, or reckless
disregard for the truth. For knowingly violating thdl'®iprovisions, an employer is
subject to a civil penalty of up to $5,000 per missified employee, regardless of whether
the employer enters into compliance within 45 daysenaRies extend to successor
corporations and can be doubled for employers who hesigopsly violated the bill's
provisions. An employer who has been found to have kglywmisclassified employees
on three or more occasions may be assessed an adativegtrenalty of up to $20,000 for
each misclassified employee.

A person who assists, advises, or otherwise facsitate employer to misclassify
employees is subject to a civil penalty of up to $20,000. régmewho holds a professional
license as a lawyer or an accountant who commits swabladion is not subject to civil
fines, but instead is subject to sanctions by thalasgry body in the State responsible for
oversight of these professions.

All revenues from imposition of the bill’s civil penglprovisions by the Commissioner of
Labor and Industry are paid into the general fund.

If an employer engaged in work with a public bodysféd properly classify an employee,
the Commissioner of Labor and Industry has to notiéyghblic body. The public body is
then required to withhold from payment an amount sufficient tcepain employee the full
amount of wages due as well as pay any benefits, taxes)er required contributions.

A misclassified employee is authorized to bring al @gtion against the employer within
three years of the violation; the court may award da&a®ag the individual. If an
individual was knowingly misclassified by an employee, or she may be entitled to an
additional award of up to three times the amount of any such gasna Reasonable
counsel fees and other costs of the action may also dreledv
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An employer may not take action against an employee for bringingtiem against the
company. The Commissioner of Labor and Industry is authorizet/éstigate upon a
complaint that an employer took retaliatory action against griogee. The employer
must be given an opportunity to respond to the allegations. If themissmoner

determines that retaliatory action was taken, the commissiouast file a complaint in
circuit court to enjoin the violation, reinstate the employee, akel dgéher appropriate
action.

Similarly, a person is prohibited from making groundless or maliccausplaints, or
otherwise bringing an action or testifying in an action — in bad faitelated to the
misclassification of employees. A person who commits sualations is subject to an
administrative penalty of up to $1,000 and disclosure of their identity to the employe

Labor and Industry Investigations

The Commissioner of Labor and Industry must investigate thespeoified industries as
necessary to determine compliance with the bill and anyaggu$. Investigation of a
misclassification complaint may be on the commissioner’s iovtiative, on receipt of a
written complaint, or on referral from another unit of State guowent. The
commissioner may enter a place of business or work sitebserve work being
performed, interview employees and contractors, and review reesrdsart of this
investigation. The commissioner may issue a subpoena for testamongroduction of
records. All required records must be kept by the employer pariad of three years.
An employer that fails to produce records within five busindays after the
commissioner’s request is subject to a fine of up to $500 perltlag.individual fails to
comply with a subpoena, the commissioner may file a complaintircuit court
requesting an order directing compliance.

The commissioner must issue a citation to an employer adllattd properly classify an
employee. The commissioner is required to send the employee obtice violation and

the amount of the penalty. If a hearing is not requested within 15ofidlys notice, the

violation and penalties are considered the final order of the cesioner. Hearings are
delegated to the Office of Administrative Hearings for a decismdnch then becomes
the final order of the commission. A party who is aggrieved byctimamissioner’'s

determination may seek judicial review as specified by the bill.

If a determination is made that an employer failed to promalysify an individual, the
commissioner must notify the Comptroller's Office, the i€t of Unemployment
Insurance, MIA, and WCC to assure the employer's compliantdetheir procedures.
The requirement for compliance with applicable labor laws mayadeclwith certain
specifications, ordering the employer to enter into an agreenignavwovernment unit
for payments owned by the employer.
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The commissioner must prepare an annual report for the Secoéthapor, Licensing,
and Regulation on the administration and enforcement of the bill. rdp@&t must
include information on the complaints received, investigations conductedions
issued, resolutions and adjudications by type, and violations found.

Unemployment Insurance

If the Secretary of Labor, Licensing, and Regulation determingésath@mployer has
misclassified an employee as an independent contractor, any wygditbution or

reimbursement payments accrue interest at a rate of 2% peh.mdinthe Secretary
determines that an employer knowingly misclassified employeessmployer is subject
to a civil penalty of up to $5,000 per employee. These penalesiarlimited to

misclassification in the construction and landscaping industries.

Workers’ Compensation

If WCC determines that an employer misclassified an eneglogs an independent
contractor, the commission must order the employer to secomeersation coverage for
the employee. If the commission determines that an empkoyavingly misclassified
an employee, the commission may assess a civil penalty of $#3Q00. This penalty is
not limited to misclassification in the construction and landscaping inesistri

Funding for additional staff within DLLR to enforce the bill's provisiatzurs through
an assessment on WCC. WCC has the authority to increasséssment on insurers in
the State to cover the costs associated with DLLR’s enforcement of thgtolNisions.

Current Law: An employer who is found to have misclassified an employed mus
comply with unemployment insurance and workers’ compensation reauitem The
State has no established penalties for misclassification.

All employers in Maryland are required to provide workers’ compersaoverage for
their employees. An employer, or its insurer, is required topeosate covered
employees upon a determination that an accidental personal sydigred by an
employee was the result of his or her employment.

Maryland employment and procurement law establishes standatdstbeployer must
follow in providing payment and adequate rates of compensation for ployee.
Additional insurance requirements provide wage protection for an individbal is
injured or laid off. Other federal and State laws additionally ple¥amily and medical
leave, collective bargaining protections, and occupational safatgastis that apply
exclusively to employees.
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An employer is further required to meet federal and State pllogment insurance
requirements for employees. All private business employers aytaft organizations
employing one or more persons are subject to Maryland Unemploynsemance Law,
with employer contributions generally based on taxable wages for covered emptoym

In order to determine the proper classification of an individual, DlusBs a measure
termed the “ABC” test. An independent contractor must meét efaihe three standards
of this measure. The test’s first standard relates totineand control of a worker. An
employer should not be responsible for training an independent contisettorg his or
her work hours, or providing direct orders on how work is performed. édt's second
standard considers whether the work is outside the usual course oédsusor the
employer, meaning that service performed by an independent contsdiold be
integrated into the employer’s operation and is unrelated to thgen's business. The
final standard relates to whether or not the worker is independesityplished. An
independent contractor should have liability and workers’ compensation nosura
place of business, and a stake in the success or failure ehtbgrise. WCC uses a
different test, based on case law, to determine whether a misrkecovered employee.
The criteria for determining the existence of a relationship inaldtther the employer
has the power to hire the worker, terminate the worker, and comér@lorker’s conduct.
This common law test also considers how wages are paid andewrktiet work is part of
the regular business of the employer.

Background: When a company hires an employee, it is responsible for phgihgf
that employee’s Social Security and Medicare taxes, as a&llpremiums for
workers’ compensation and unemployment insurance coverage. Emmtyeetgpically
withhold federal, State, and local income taxes. An employsssponsible for half of
his or her Social Security and Medicare taxes, as wellyaState and federal income tax
in excess of the amounts withheld by the employer.

By contrast, an independent contractor pays all of his or her SSelrity and
Medicare taxes and has no income taxes withheld but isesibnsible for paying them
in full.  Independent contractors are not covered by workers’ compamsat
unemployment insurance, nor do they receive overtime compensatiemefits such as
health insurance. They are treated by the law as tempdmaglance workers and are
comparable to self-employed individuals.

A May 2007 report by the U.S. Government Accountability Officend that in 2005
there were 10.3 million independent contractors working nationwide. Independent
contractors in these industries often work on a contingent basisvidg@extra coverage
to an employer on a temporary or part-time basis. That remortirmed that
independent contractors do not generally have access to employehbaté insurance
coverage and pension programs and are not covered by workers’ congoeasek
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unemployment insurance. Other protections, such as employee szdetyements,
minimum wage and overtime compensation, and anti-discrimination pootgc are
generally unavailable to these contractors.

Misclassification in Maryland

Recent audits of Maryland employers generate widely diverganmagss of the rate at
which employers misclassify employees. As reported in antenational study of
misclassification in the construction industry, random audits afyMnd construction
companies by the U.S. Department of Labor found that 5% hadass#atd their
employees as independent contractors. This is substantially betomational average,
which is estimated to be between 15% and 20%.

Over the last three years, DLLR’s Division of Unemploymentiiasce has conducted
random and targeted audits of employers registered with the divigiatetermine
whether employees are correctly classified. Results afethaudits displayed in
Exhibit 1 indicate that the rate of misclassification found through a auatibn of
targeted and random auditing in Maryland may be as high as 20% to 25%.

Exhibit 1
Audits Conducted by the Division of Unemployment Insurance
2006 2007 2008

Contributing Employers 137,037 139,103 140,334

Number Audited 2,875 2,988 3,293

Violations (all types) 1,179 979 1,269

Misclassifications (employers) 800 627 849
Workers Affected 6,477 4,090 7,048

Source: Department of Labor, Licensing, and Regulation

State Expenditures: Establishing a presumption of an employer-employee relationship
likely increases the number of misclassification caskesresl to DLLR for investigation.

An individual who believes he or she has been knowingly misclassifiedns likely to

file a complaint, especially since the bill allows the empioye collect quadruple
damages and attorney’s fees if successful in court. The Emeidy8tandards Unit
within DLLR’s Division of Labor and Industry does not have enforcerstft available

to investigate the higher number of cases likely to result from the bill.
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As noted above, the Division of Unemployment Insurance (Ul) conducts aediording
to federal requirements that it audit 2% of contributing employieralso conducts
targeted audits as needed. Audit staff for the division are fundeeleriy federal
funds, with funding and staffing levels determined by the level of Bimd. As the
number of claims has increased dramatically during the curreessien, the division
stands to increase its audit staff independent of the bill's reqgeires. To the extent that
the Employment Standards Unit bears the primary responsifolitynvestigating new
complaints, the Ul division can absorb any additional financial aaggonsibilities with
existing resources.

DLS assumes that the bill's immediate effect on the numbemistlassification
complaints filed with DLLR is minimal, given its October effiee date and the seasonal
nature of the affected industries. However, caseloads are expeatedease during the
ensuing spring and summer and then gradually decline as employer compl@eeaseés.
Both the construction and landscaping industries have experienced significa
employment losses in the current recession. As a result,eRp&cts DLLR to receive
relatively few complaints immediately following the bill's @ber effective date.
Therefore, DLLR does not require additional staff until March 201tenithe weather
improves and activity in the construction and landscaping sectors increase.

Following an initial surge in complaints investigated during spring andr&un2010,
employer compliance likely increases, especially given thanany as one-quarter of
investigations may result in citations. Moreover, DLLR reportsitedVorkplace Fraud
Working Group has been developing strategies to provide outreach andiceducat
employers, as well as coordinated enforcement. Together, #eeesfsuggest that new
complaints referred to DLLR begin a steady decline in fi2€d1, and staffing levels
decline in tandem.

Therefore, special fund expenditures by DLLR increase by amasti $258,952 in
fiscal 2010, which accounts for the fiscal effect being delayedl Matich 1, 2010. This
estimate reflects the cost of hiring two permanent fraud imgadstis, one contractual
fraud investigator, one office clerk, an office secretary, one cdnéiagata programmer,
and one assistant Attorney General. Administrative staffstasen tracking and
scheduling inspections, database development, hearing and court appeaaadces
document production. This estimate includes salaries, fringe lsr@fg-time start-up
costs, and ongoing operating expenses as shown below.
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Regular Positions 5

Contractual Positions 2
Salaries and Fringe Benefits $114,331
Database Development 75,000
Office Equipment and Start-up Costs 32,045
Other Operating Expenses _ 37,576
Total FY 2010 State Expenditures $258,952

Future year expenditures reflect full salaries with 4.4% anmakases, employee
turnover (3% for permanent staff and 6.8% for contractual staff), andardfoal
increases in ongoing operating expenses. The two contractuabpesikpire at the end
of fiscal 2012. DLS anticipates that the data programmer is norloegeled due to the
full implementation of the computer and software systems faatdricreased compliance
among employers in the State renders a third fraud investigator unnecessary.

The bill specifies that special funds to support these expendareeaterived from WCC.
WCC funds its operations by assessing a tax on all workers’ coatfmmmsurers in the
State. WCC may ensure it has sufficient funds to cover DLL&Brcement by
increasing its assessment on all insurers in the Stateordingly, State expenditures (all
funds) increase as a result the WCC assessment on all warsmsénsation insurers in
the State. The total assessment on all insurers in the B&ae$21.4 million in
fiscal 2008. As an insurer, the State’s share of the 2008 assessment was 4.8%ngAssu
a similar rate in fiscal 2010 arfdr illustrative purposes on)ythe State’s share of the
additional assessment is $12,430. In addition to expenditures for addeceerdot,
WCC anticipates an increase in claims for workers’ compiemsaas well as
investigations of potential misclassification of employees.is lunclear whether the
operational impact on WCC can be handled with existing resouregsetiner additional
increases in assessments would be needed to cover WCC costs.

State Revenues: General fund revenues and, to a more limited extent, special fund
revenues increase minimally due to the bill's penalty provisiddsLR advises that its
enforcement efforts initially focus on compliance, and that pesaitie applied only in a
small percentage of cases. DLS assumes that, upon beingrtdadformed that they
have 45 days to comply with the law, 95% of violators choose to comydigreover,
DLS expects very few investigations of new complaints to be tEetin fiscal 2010,
given that they will likely not begin until the final quarter of tiecal year. In fiscal
2011, general fund revenues from the civil penalty provisions, including theefad
provide records, may increase by as much as $300,000, but decline & Yetrs as
compliance increases in conjunction with outreach and educationpuFRaoses of this
analysis DLS assumes administrative penalties are also paid to thal gemne.
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In addition to the penalty revenue, the Comptroller may reatizitianal income tax
revenue as a result of the bill, to the extent that enforcemgmites more employers to
comply with income tax withholding requirements. DLS cannot regligstimate the
extent to which enforcement efforts uncover misclassification figctad employers.
Available data from DLLR and the U.S. Department of Labor indgdhat between
5% and 25% of employers in the affected industries misclaasigast some employees
and, therefore, would have to withhold income taxes from their compans&ased on
available data antbr illustrative purposes onJyDLS assumes that 14% of employers
misclassify employees. Based on this assumption, and onaesiimvages for the
construction and landscaping industries in Maryland, general fund reveialyascrease
by between $5 million and $10 million annually due to additional temptiance in these
industries. Revenues may increase from additional tax comglianather industries to
the extent that enhanced enforcement spills over into other industries.

Unemployment Insurance Trust Fund Effect: Revenues for the Unemployment
Insurance Trust Fund within DLLR’s Division of Unemployment Insuealicely reflect
no change in fiscal 2010 due to the limited number of enforcementtigat&mns.
Enhanced enforcement by DLLR beginning in fiscal 2011 results in mopéogens
complying with mandated contributions to the trust fund. Revenues iadigass much
as $4 million in fiscal 2011 and 2012. Assuming continued compliamsenues
increase by as much as $6 million and $7 million, respectivelfiscal 2013 and 2014
due to higher levels of voluntary and enforced compliance.

Although unemployment insurance claims may increase under tharbyilsuch increase
IS not expected to be significant. Under current law, a misaleggmployee who files a
claim may receive unemployment insurance benefits providedhthativision finds that
the employer improperly classified the employee. In such c#sesmployer is then
responsible for unpaid unemployment insurance taxes.

Injured Workers’ Insurance Fund Effect: IWIF indicates that a reduction in
misclassified workers results in an increase in premiwungurers in the State. IWIF
does not have statistics on this point but is aware of a numbeasals involving

misclassification, primarily in the construction industriyor illustrative purposes only

IWIF collects about $60 million per year in annual premiums fitb construction

industry; assuming about 14% misclassification in the industry, I@giimates that it
loses approximately $8.5 million per year. The extent to which-I1@éllects some of

that foregone revenue depends on how many employers currently niigaagsioyees

or pay employees in cash, which cannot be reliably estimated.
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IWIF expenditures increase due to the rise in the assessmetitinsurers in the State,
including IWIF, for the additional WCC staff needed for the enforceraffott. As an
insurer, IWIF’s share of the 2008 assessment was 8.6%. Assuminglax sate in
fiscal 2010, andor illustrative purposes on)WIF's share of the additional assessment
is $22,270.

Although workers’ compensation claims may increase under thatmyllsuch increase is
not expected to be significant. Under current law, a miscladsgimployee who files a
claim due to injury on the job may receive workers’ compensation itepedvided that
WCC finds that the employer improperly classified the em@oyén such cases, the
employer is then responsible for the workers’ compensation bermfiesi to the
employee.

Local Fiscal Effect: Local tax revenue may also increase significantly with ased

compliance with classification requirements. Local expenditn@sase minimally due
to the increased WCC assessment on all insurers in the t®tatever DLLR’s

enforcement costs.

Small Business Effect: Small businesses that are found to misclassify their engdoye
must pay unemployment insurance, workers’ compensation, and payes! on behalf
of misclassified employees. They are also subject to amladministrative penalties if
they knowingly or repeatedly misclassify employees. Expenditimesall small
businesses increase minimally to comply with recordkeeping recemts and for higher
WCC assessments. Small businesses that currently comply allitclassification
requirements may become more competitive relative to thase do not currently
comply and therefore have lower labor costs.

Additional Information
Prior Introductions: None.
Cross File: SB 909 (The Presiderdt al) (By Request - Administration) - Finance.

Information Source(s): Office of the Attorney General; Department of Budget and
Management; Department of General Services; Maryland InsurAdo@nistration;
Injured Workers’ Insurance Fund; Comptroller’s Office; Judicidwgntinistrative Office

of the Courts); Department of Labor, Licensing, and Regulation; Office of Adnaitst
Hearings; Subsequent Injury Fund; Secretary of State; Uninsuredoyergl Fund;
Workers’ Compensation Commission; Department of Legislative Service
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Fiscal Note History:  First Reader - March 2, 2009
mcp/mcr Revised - House Third Reader - April 1, 2009
Revised - Clarification - April 9, 2009

Analysis by: Michael T. Vorgetts Direct Inquiries to:
(410) 946-5510
(301) 970-5510
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ANALYSIS OF ECONOMIC IMPACT ON SMALL BUSINESSES

TITLE OF BILL: Workplace Fraud Act of 2009
BILL NUMBER: House Bill 819

PREPARED BY: Department of Labor, Licensing and Regulation

PART A. ECONOMIC IMPACT RATING

This agency estimates that the proposed bill:

_ X__ WILL HAVE MINIMAL OR NO ECONOMIC IMPACT ON MARYLAND
SMALL BUSINESS

OR

WILL HAVE MEANINGFUL ECONOMIC IMPACT ON MARYLAND
SMALL BUSINESSES

PART B. ECONOMIC IMPACT ANALYSIS

To the extent that small businesses are compling with the current lawwihdre no impact.
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